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The following item is on the Board’s November 17, 2010 Business Taxes Committee 
Meeting Agenda.  Board Member Yee has requested that a discussion be held and a 
decision be made on whether there is a need for rulemaking on this issue.  Mr. Randy Ferris 
and Mr. Phillip Bishop will introduce this item.   
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Classifying Wine-Based Products for Taxation Purposes  
 

 
Issue 

Whether the Board should initiate an interested parties process regarding the need for rulemaking to 
clarify the application of tax to wine-based products that do not meet the definition of wine pursuant to 
Business and Professions Code (BPC) section 23007.  
 

Background 
In a letter dated October 25, 2006, California Friday Night Live Partnership, Students Making a 
Community Change, and the California Youth Council filed a petition pursuant to Government Code 
Section 11340.6 requesting the Board adopt a regulation to tax flavored malt beverages (FMBs) as 
distilled spirits and/or amend Alcoholic Beverage Tax Regulation 2530.  At the time of the petition, all 
FMBs were classified and taxed as beer in California.  In December 2006, the Board granted this petition, 
directing staff to initiate the rulemaking process and to hold a series of public meetings with interested 
parties to discuss the classification of FMBs for taxation purposes and to return with regulatory 
alternatives for the Board’s consideration.  After considering the alternatives generated by the interested 
parties process, at the August 14, 2007 Board meeting, the Board approved publication of Regulation 
2558, Distilled Spirits; Regulation 2559, Presumption-Distilled Spirits; Regulation 2559.1, Rebuttable 
Presumption-Distilled Spirits; Regulation 2559.3, Internet List; and Regulation 2559.5, Correct 
Classification (hereafter, collectively, Distilled Spirits Regulations).  Due to the focus of the petition, the 
Distilled Spirits Regulations were promulgated primarily to address the proper classification of FMBs for 
taxation purposes. 
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The Distilled Spirits Regulations, attached as Exhibit 1, were approved by the OAL with an effective date 
of July 10, 2008, and became fully operational on October 1, 2008.  For further information on the 
Board’s prior rulemaking action, please see the Formal Issue Paper that was considered by the Board on 
August 14, 2007, and the Business Taxes Committee Minutes for that day, which are attached as Exhibits 
2 and 3, respectively.   

Although general questions were raised during the interested parties meetings and at the Board meeting 
regarding wine-based products that may or may not meet the BPC Section 23007 definition of wine and 
that may contain added distilled alcohol, no specific instances or products were identified or discussed.   

Staff was advised to draft the necessary forms, develop the Web site, prepare the notices to affected 
parties, and to work with industry on implementing the Distilled Spirits Regulations.  Beginning with the 
effective date of the Distilled Spirits Regulations, pursuant to Regulation 2559.1, staff began receiving 
sworn statements (reports) for purposes of rebutting the distilled spirits presumption from affected 
manufacturers and growers.  Staff selected numerous products to review and requested from the 
manufacturer or grower copies of their “Statement of Process” or “Formula” filed with the federal 
Alcohol and Tobacco Tax and Trade Bureau (TTB) to determine if they had successfully rebutted the 
distilled spirits presumption.  Along with working with the beer manufacturers on FMBs, staff also was in 
communication with wine growers and importers regarding wine-based products that may not meet the 
BPC Section 23007 definition for wine.  Staff eventually prepared two Special Notices specific to the 
wine industry for clarification purposes, which are attached as exhibits 4 and 5.   

The first notice, in December 2008, titled Special Notice to Wine Growers and Importers, and mailed to 
wine grower and wine importer registrants, addressed wine that does not meet the statutory definition in 
BPC Section 23007.  This notice advised that if a registrant produces and/or imports an alcoholic 
beverage that does not meet the statutory definition for wine, they should consider filing form BOE 505, 
Alcoholic Beverage Tax Report for Rebutting Regulation 2559 Presumption.  Summaries of the Distilled 
Spirits Regulations were included with this notice.  The second notice, in December 2009, titled Alcoholic 
Beverages Taxed as Wine for Federal Purposes, May Not Meet California’s Definition of Wine and 
Therefore May be Subject to Tax as Distilled Spirits for California Tax Purposes, was mailed to all 
Alcoholic Beverage Tax accounts, and advised that certain types of alcoholic beverages that may qualify 
as wine for federal purposes, namely wine specialties, flavored table wine, wine cocktails, wine coolers or 
other wine-based products or blends of wine from different fruits, may not meet California’s definition of 
wine under BPC Section 23007 and, therefore, may be considered a distilled spirit and be taxed 
accordingly.  The notice advised each manufacturer, grower or importer to review California’s wine 
definition, and if their product(s) did not meet California’s definition of wine, to file form BOE-505, if 
appropriate, to rebut the distilled spirits presumption.  

BPC Section 23007 defines wine to mean: 

[T]he product obtained from normal alcoholic fermentation of the juice of sound ripe grapes or 
other agricultural products containing natural or added sugar or any such alcoholic beverage to 
which is added grape brandy, fruit brandy, or spirits of wine, which is distilled from the particular 
agricultural product or products of which the wine is made [hereafter, for ease of discussion, 
“conforming distilled alcohol”] and other rectified wine products and by whatever name and which 
does not contain more than 15 percent added flavoring, coloring, and blending material and which 
contains not more than 24 percent of alcohol by volume, and includes vermouth and sake, known as 
Japanese rice wine. 

Title 27 Code of Federal Regulations (C.F.R.) part 24.10 provides the following general definition for 
wine for federal purposes:  “Wine. When used without qualification, the term includes every kind (class 
and type) of product produced on bonded wine premises from grapes, other fruit (including berries), or 
other suitable agricultural products and containing not more than 24 percent alcohol by volume.  The term  
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includes all imitation, other than standard, or artificial wine and compounds sold as wine.  A wine product 
containing less than one-half of one percent alcohol by volume is not taxable as wine when removed from 
the bonded wine premises.”    
Title 26 United States Code section 5041, Imposition and rate of tax, provides that there is imposed on 
“all wines (including imitation, substandard, or artificial wine, and compounds sold as wine) having not in 
excess of 24 percent of alcohol by volume, in bond in, produced in, or imported into, the United States, 
taxes at the rates shown in subsection (b), such taxes to be determined as of the time of removal for 
consumption or sale.  All wines containing more than 24 percent of alcohol by volume shall be classed as 
distilled spirits and taxed accordingly.”  The federal rates under subdivision (b) are based on alcohol 
content and whether the wine is still, naturally sparkling, artificially carbonated, or hard cider.  
California’s rates are based on the same criteria along with the distilled spirits designation for wine-based 
products that contain in excess of 24 percent of alcohol by volume.  However, California’s wine definition 
differs from the federal definitions in a couple of ways, namely in the requirement that added distilled 
alcohol that fortifies the alcoholic strength of the beverage must come from conforming distilled alcohol 
of the same agricultural product, as opposed to being from a foreign source or not of the same agricultural 
product, and in the requirement that the added flavoring, coloring and blending material for all rectified 
wine can be no more than 15 percent by volume.   

By way of contrasting example, for federal purposes, certain classes of wine known as citrus wines, fruit 
wine and aperitif wine have no similar restriction relating to the origin of distilled alcohol added.  
Moreover, approved wines are based on the approved formula submitted in the “Statement of Process” or 
“Formula” to TTB, which permits blending material in excess of 15 percent by volume.  Again, to meet 
the California definition of wine pursuant to BPC section 23007, such additives are limited to conforming 
distilled alcohol, and blending material cannot exceed 15 percent by volume.  Further, pursuant to federal 
regulations, the TTB generally does not consider water to be a blending material.  BPC Section 23007, 
however, does not expressly exclude water as a blending material, and California case law indicates that 
additions of water are relevant in determining whether an alcoholic beverage is properly classified as wine 
for taxation purposes.  (See Tux Ginger Ale Co., LTD. v. Davis (1936) 12 Cal.App.2d 73, 74-75.)     

It should be noted that the Department of Alcoholic Beverage Control (ABC) treats all wine-based 
products classified as wine for federal purposes as wine for labeling and licensing purposes in California, 
regardless of whether added foreign distilled alcohol meets or exceeds 0.5 percent by volume or whether 
the blending material exceeds 15 percent by volume.  This acquiescence to federal standards is consistent 
with ABC’s position with regard to all FMBs, which ABC continues to classify as beer for labeling and 
licensing purposes, even when the particular FMB is considered a distilled spirit for California tax 
purposes pursuant to the Distilled Spirits Regulations.  By approving the Distilled Spirits Regulations, 
OAL confirmed that the Board has the authority to diverge from ABC’s approach of federal acquiescence 
for tax classification purposes.     

Discussion of the Issue 
The intent behind the existing Distilled Spirits Regulations and the issuance of the Special Notices was to 
provide guidance for the proper classification and taxation of all alcoholic beverages, including wine-
based products.  However, based on field visits to major producers of wine-based products, staff is aware 
that significant differences of opinion exist as to the proper application of the Distilled Spirits Regulations 
to non-standard, wine-based products.  Specifically, confusion exists as to whether water is regarded as a 
blending material for purposes of BPC section 23007.  The inclusion or exclusion of water as a blending 
material may often determine whether a product exceeds 15 percent by volume of added blending  
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material.  Confusion also exists as to the rules governing, and the tax consequences of, introducing 
distilled alcohol to wine-based products through added flavoring.   

If an alcoholic beverage does not fall within the safe harbor of being a wine pursuant to BPC section 
23007, the distilled spirits presumption may be successfully rebutted if less than 0.5 percent of distilled 
alcohol by volume is added to an alcoholic beverage.  Problems arise when distilled alcohol that meets or 
exceeds 0.5 percent alcohol by volume is added and/or when the flavorings, coloring or other blending 
material exceed 15 percent by volume.  A wine product with added flavorings, colorings, and blending 
material in excess of 15 percent by volume, which, therefore, does not meet the statutory definition for 
wine, is presumed to be a distilled spirit.  When the 15 percent threshold is exceeded, if distilled alcohol 
(conforming and/or foreign) is added that meets or exceeds 0.5 percent alcohol by volume, the distilled 
spirits presumption remains unrebutted and the product is classified as a distilled spirit under the 
provisions of Distilled Spirits Regulations.  Please note, however, that an alcoholic beverage is a wine for 
purposes of BPC section 23007 regardless of the amount of added conforming distilled spirits, so long as 
the added blending material does not exceed 15 percent by volume and the total alcohol by volume does 
not exceed 24 percent.   

The types of products that may not meet California’s statutory definition for wine because they may 
contain foreign distilled spirits and/or may contain blending materials in excess of 15 percent by volume 
include wine specialties, flavored table wine, wine cocktails, wine coolers, or other wine-based products 
or blends of wine from different fruits, generally categorized by TTB as non-standard wines or specialty 
wines.  Because these products may continue to be classified by the TTB as wine and their manufacturers 
may continue to be licensed by ABC as wine manufacturers, staff believes further clarification is needed 
for purposes of providing guidance on the proper reporting of tax for wine-based products under the 
provisions of the Distilled Spirits Regulations.    

Staff recommends that the Board initiate an interested parties process to discuss these issues more 
thoroughly.  Attached, as Exhibit 6, is a draft, for discussion purposes only, of proposed Regulation 
2558.1 that would clarify, for tax classification purposes, what is and what is not wine as defined by BPC 
Section 23007.  Although exhibit 6 reflects staff’s current understanding of how the rules already 
established by the Distilled Spirits Regulations should be applied to wine-based products, staff views 
exhibit 6 as just a starting point for discussion with interested parties.  Staff is not presently asking for the 
Board’s approval of this language or of any of the concepts inherent in this language. 
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Other Sections 
 No impact.        
 
Alternatives 
 Do not initiate an interested parties process.        
 
Recommendation 

 It is staff’s opinion that there is a need to clarify the treatment of wine-based products for tax 
reporting purposes and for compliance with the Distilled Spirits Regulations.  Staff recommends that an 
interested parties process be initiated and anticipates that a proposed regulation, similar in content to the 
draft of Regulation 2558.1 will ultimately be recommended to the Board at the conclusion of the process. 
      
 

Critical Time Frames 
 To the extent the Board ultimately approves a new regulation, or amendments to existing Distilled 
Spirits Regulations, these changes need to be fully operative by the end of October 2011 to avoid the 
possibility of potential statute of limitations problems as to reporting periods commencing on and after 
October 1, 2008 (i.e., the operative date of the existing Distilled Spirits Regulations).       

 
Preparation and Reviews 
 Prepared by Special Taxes and Fees Division, Property and Special Taxes Department.      

 

Current as of: November 2, 2010      
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